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EXECUTIVE  SUMMARY 


Section  9343(f)  of  the  Omnibus  Budget  Reconciliation  Act  (OBRA)  of  19S6 
(P.L.  99-509)  requires  the  Department  of  Health  and  Human  Services  (DHHS) 
to  develop  a  new  Medicare  outpatient  surgery  payment  methodology  based  on 
prospectively  determined  rates  which  reflect  justifiable  cost  differences. 
This  interim  report  provides  a  conceptual  framework  for  the  design  of  the 
payment  system  and  an  overview  of  the  status  of  the  relevant  developmental 
activities.    Recommendations  for  a  future  prospective  payment  system  will 
be  included  in  the  final  report,  which  is  due  to  Congress  by  April  1,  1989. 

Currently,  there  are  several  Medicare  payment  methodologies  used  for 
surgery  related  services,  depending  upon  the  type  and  setting  of  the 
service.   The  current  payment  mechanisms  have  a  number  of  acknowledged 
shortcomings,  including  considerable  variation  in  payment  levels  and  limited 
control  over  program  expenditures. 

Surgical  services  represent  a  sizeable  and  increasing  portion  of  the  total 
outpatient  services  provided  by  hospitals.    Medicare  charges  for  hospital 
outpatient  surgery  approximate  20  percent  of  total  outpatient  charges, 
excluding  any  associated  radiology  or  laboratory  charges.1    A  significant 
volume  of  surgery  also  takes  place  in  nonhospital  settings.  The  large  volume 
of  outpatient  surgery,  plus  the  fact  that  services  related  to  a  surgical  episode 
are  more  readily  identified  than  the  more  amorphous  medical  cases,  make 
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prospective  payment  lor  outpatient  surgery  one  of  the  next  likely  steps  tc 
follow  the  inpatient  prospective  payment  system  (PPS). 

Several  reporting  and  payment  changes  were  required  to  implement  section 
9343  of  OBRA  1986  in  order  to  facilitate  a  prospective  payment  methodologv 
for  outpatient  surgery,  i.e., 

o       Hospital  bills  now  must  identify  outpatient  surgery  using  the  same 
coding  system  (i.e.,  CPT-4)  as  currently  used  for  surgery  performed 
in  ambulatory  surgery  centers  (ASCs),  physician  offices,  and 
freestanding  clinics;  and 

o       Charges  for  all  services  provided  to  the  patient  on  the  day  of 

surgery  must  be  included  on  a  single  bill,  and  charges  from  visits  on 
other  days  are  not  to  be  included  on  the  surgery  bill. 

Conceptually,  Congress  made  a  significant  step  toward  prospective  payment 
in  OBRA  19S6  by  requiring  Medicare  payments  to  hospitals  for  certain 
outpatient  surgical  procedures  to  be  subject  to  an  annual  limit  based  on  a 
partial  comparison  of  hospitals'  usual  payments  to  what  would  have  been  paid 
had  the  surgery  been  performed  in  an  ASC.   In  effect,  this  new  limit  is  a 
phase-in  of  a  type  of  prospective  payment  for  outpatient  surgery,  albeit  one 
calculated  on  an  annual  aggregate  basis. 
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Currently,  the  Health  Care  Financing  Administration  (HCFA)  has  lour  major 
projects  which  are  expected  to  provide  very  useful  information  about  many 
issues  involved  in  the  development  of  a  prospective  payment  system  for 
outpatient  surgery: 

o       Urban  Institute  project  - 

-  Analysis  of  Medicare  bill  data  to  provide  extensive  utilization  and 
cost  information  on  a-nbuJatory  surgery. 

-  Identification  of  factors  responsible  for  the  variation  in  the  cost  of 
surgery  in  different  facilities  and  in  different  types  of  settings 
(i.e.,  between  hospital  outpatient  departments  and  between  ASCs, 
physician  offices,  and  hospitals). 

Definition  of  episodes  of  surgical  care  and  identification  of  the 
bundle  of  services  that  should  be  included  in  the  outpatient  surgery 
prospective  payment  system  rates. 

Simulation  of  the  effects  of  setting  the  outpatient  surgery  rates  at 
various  relative  payment  levels. 

o       Brandeis  University  project  - 

-       Comparison  and  evaluation  of  the  utility  of  diagnosis  related  groups 
(DRCs)  and  ambulatory  visit  groups  (AVCs)  as  a  patient 
classification  system  for  outpatient  surgery. 
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Evaluation  of  the  power  of  the  DRC  and  AVG  systems  to  explain 
variation  in  outpatient  surgery  resource  use. 

Development  of  a  combination  and/or  hybrid  of  the  two  patient 
classification  systems  if  neither  is  adequate  for  outpatient  surgery 
payment. 

o       New  York  State  project  - 

Development  and  test  of  a  completely  prospective,  case  mix 
adjusted,  payment  methodology  for  nonsurgical  services  delivered  in 
hospital-based  and  freestanding  outpatient  settings. 

Study  of  the  costs  of  ambulatory  surgery  services  and  development 
of  a  case  mix  adjusted  classification  system  and  prospective 
payment  methodology. 

o       ASC  survey  - 

Survey  of  500  ASCs  to  obtain  19S5-1986  data  on  facility  overhead 
costs  and  facility-specific  charges  for  surgical  procedures. 

Audit  of  97  ASC  surveys  to  assure  accuracy. 

Analysis  of  the  costs  and  charges  of  surgical  procedures  performed 
in  ASCs. 
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A  particularly  difficult  issue  is  determining  at  what  level  to  set  the 
outpatient  surgery  prospective  payment  system  rates.   Current  research  will 
provide  much  information  about  variation  in  hospitals'  and  ASCs'  costs  of 
providing  surgical  services  and  will  identify  the  patient  characteristics  and 
other  variables  associated  with  these  variations.   Nevertheless,  even  after 
grouping  similar  cases  together  to  account  for  justifiable  differences  in 
relative  costs,  there  may  be  considerable  variation  in  absolute  cost  levels 
between  hospitals,  between  hospitals  and  ASCs,  and  between  ASCs. 

The  final  report  will  reflect  developmental  efforts  as  of  October  198S. 
During  this  coming  fiscal  year,  the  above  research  projects  will  be  pursued 
with  as  much  speed  as  possible  in  order  to  have  the  necessary  information 
available  by  the  fall  of  19SS. 

In  addition,  at  that  time,  preliminary  bill  data  which  incorporate  the 
reporting  and  payment  changes  created  by  OBRA  19S6  (e.g.,  equivalent 
procedure  coding  regardless  of  the  setting  of  ambulatory  surgery  and  single 
day  billing  for  outpatient  surgery)  will  be  available  for  the  first  half  of  the 
first  year  to  which  the  changes  apply.   To  the  extent  possible,  the  final  report 
will  include  an  analysis  of  the  post-OBRA  data. 

The  final  report  will  present  the  findings  of  the  various  research  activities 
and  recommend  a  prospective  payment  system  for  outpatient  surgery  that 
will  recognize  justifiable  differences  in  costs. 
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D.         INTRODUCTION 

A.     Congressional  Mandate  for  Two  Reports  to  Congress  on  Outpatient 

Surgery 

4 

Section  93^3(1)  of  OBRA  19S6  requires  the  Secretary  of  DKKS  to 
develop  recommendations  lo:  a  prospective  payment  system  for 
ambulatory  surgical  procedures  performed  in  hospitals  on  an  outpatient 
basis.   The  outpatient  surgery  payment  rates  must  encompass  payment 
for  facility  services  and  medical  and  other  health  services,  other  than 
physician  services,  commonly  furnished  in  connection  with  such 
procedures.   At  a  minimum,  the  payment  rates  must  take  into  account 
the  costs  of  hospitals  providing  ambulatory  surgical  procedures,  the 
costs  of  payments  for  such  procedures  performed  in  ASCs,  and  the 
extent  to  which  any  differences  in  these  costs  are  justified. 

Congress  requested  an  interim  and  a  final  report  to  Congress  by 
April  1,  198$  and  April  1,  19S9,  respectively.   The  final  report  will 
include  recommendations  concerning  implementation  of  a  prospective 
payment  system  for  ambulatory  surgical  procedures  performed  on  or 
after  October  1,  1929. 

B.     Overview  of  the  Contents  of  the  Interim  Report 

This  interim  report  provides  an  overview  of  the  status  (as  of  October 
19S7)  of  the  development  of  a  prospective  payment  methodology  for 
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ambulatory  surgery  provided  to  Medicare-beneficiaries  on  a  hospital 
outpatient  basis. 

Section  III  describes  the  various  Medicare  payment  methodologies  for 
surgical  services  provided  on  a  hospital  inpatient  basis,  on  a  hospital 
outpatient  basis,  in  certified  ASCs,  in  physician  offices,  or  in 
specialized  free-standing  centers.   Section  II!  also  describes  the  current 
trends  in  outpatient  services  which  impact  on  payment  issues. 

Section  IV  describes  the  extent  to  which  provisions  in  section  9343  of 
03RA  1986  have  changed  important  aspects  of  Medicare  payment  for 
ambulatory  surgery. 

Section  V  describes  goals  tc  be  achieved  in  design  and  implementation 
of  a  prospective  payment  methodology  for  ambulatory  surgery,  and  the 
research  questions  and  developmental  issues  to  be  addressed. 

Section  VI  describes  previous  developmental  projects  and  section  VII 
provides  a  more  detailed  description  of  the  developmental  projects 
which  currently  are  underway. 

The  purpose  and  projected  scope  of  the  final  report,  which  is  due  to 
Congress  by  April  19S9,  are  described  in  section  VIII. 
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III.        HISTORICAL  BACKGROUND 


A.     Medicare  Payment  Methodologies  for  Surgery 


1.      Hospital  Inpatient  Surgery 


The  Social  Security  Act  Amendments  of  19S3  (Public  Law  98-21) 
changed  the  method  of  payment  for  inpatient  hospital  services 
including  surgical  services,  from  a  retrospective,  reasonable  cost 
reimbursement  methodology  to  a  prospective,  per  case  reimbursement 
methodology  based  on  the  DRG  patient  classification  system, 
effective  for  cost  reporting  periods  beginning  on  or  after 
October  1,  19S3.    The  PPS  payment  rate  is  determined  by  classifying 
each  discharge  into  one  of  the  472  DRGs  and  then  multiplying  the 
relative  weight  of  the  DRG  by  a  set  payment  rate.  There  are 
adjustments  to  the  payment  rates  when  cases  require  unusually  long 
lengths  of  stay  or  the  hospital  has  incurred  unusually  high  costs.   In 
addition,  certain  costs  (such  as  costs  related  to  capital,  medical 
education,  and  certified  registered  nurse  anesthetists)  are  not  included 
in  the  PPS  rate  and  are  reimbursed  based  upon  reasonable  costs. 

Physician  services  for  direct  patient  care  (i.e.,  physicians'  professional 
services)  are  not  included  in  the  PPS  rate.   They  are  reimbursed  on  a 
reasonable  charge  basis  subject  to  certain  carrier-specific  charge 
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screens.   Physician  reimbursement  is  discussed  in  more  detail  below  in 
section  A. 4. 


The  19S3  amendments  require  that  hospitals  directly  provide,  or  make 
arrangements  for,  alj  services  required  during  an  inpatient  stay, 
except  for  the  physicians'  professional  services  to  individual  patients. 
The  hospital  also  is  required  to  bill  for  these  services  regardless  of 
whether  the  service  is  provided  directly  by  the  hospital  or  under  an 
arrangement  with  another  entity. 

If  an  outpatient  is  subsequently  admitted  to  the  hospital,  the  hospital 
bill  for  inpatient  services  also  will  include  any  hospital  outpatient 
services,  such  as  diagnostic  and  surgical  services,  that  were  provided 
to  the  beneficiary  prior  to  the  patient's  admission  before  midnight  of 
the  day  following  the  day  of  the  test  (e.g.,  patient  has  outpatient 
procedure  on  Monday  and  is  admitted  prior  to  midnight  on  Tuesday, 
charges  for  service  will  be  on  inpatient  bill). 

2.      Hospital  Outpatient  Surgery 

Prior  to  October  1,  19S7,  the  facility  (technical)  component  of  all 
hospital  outpatient  services,  provided  to  hospital  outpatients  (with  the 
exception  of  clinical  diagnostic  laboratory  services),  was  paid  based 
upon  the  retrospective,  reasonable  cost  methodology  (i.e.,  the  lesser  of 
the  hospital's  reasonable  costs  or  customary  charges  reduced  by 
deductible  and  coinsurance  amounts  with  end-of-year  cost  settlement). 
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The  reasonable  cost  methodology  applied  to  outpatient  services 
rendered  in  the  hospital's  emergency  room,  as  well  as  in  the  hospital's 
outpatient  department.   Physician  services  for  hospital  outpatient  care 
are  reimbursed  on  a  reasonable  charge  basis,  as  they  are  for  hospital 
inpatient  care. 

As  of  October  1,  19S7,  Medicare  reimbursement  for  the  facility 
component  of  ambulatory  surgical  services  rendered  on  a  hospital 
outpatient  basis  was  modifed  by  section  9343  of  OBRA  19S6,  which  is 
described  below  in  more  detail  in  section  IV. 3. 

3-      Surgery  in  Medicare  Certified  ASCs 

Section  934  of  the  Omnibus  Reconciliation  Act  of  19S9  (Public  Law 
96-499)  amended  title  XVIII  of  the  Social  Security  Act  to  authorize 
Medicare  Part  B  coverage  for  facility  services  furnished  in  connection 
with  certain  surgical  procedures  performed  in  an  ASC.   The 
implementing  regulations  for  section  934  (42CFR416.65)  specify  four 
requirements  for  coverage  in  an  ASC,  i.e.,  Medicare-covered 
procedures: 

o  Are  those  commonly  performed  on  an  inpatient  basis  but  that 
consistent  with  accepted  medical  practice,  also  may  be  safely 
performed  in  an  ambulatory  surgical  facility; 
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o       Exclude  procedures  commonly  performed,  or  that  may  be  safely 
performed,  in  physicians'  offices; 

o       Should  be  limited  to  those  requiring  a  dedicated  operating  room 
and  not  requiring  an  overnight  stay;  and 

o       Are  not  procedures  otherwise  excluded  from  Medicare  coverage. 

A  charge  for  a  surgical  procedure,  generally  consists  of  two  elements: 
the  physician  services,  and  the  facility  services.   The  Omnibus 
Reconciliation  Act  of  19S0  provided  for  payment  of  100  percent  (i.e., 
eliminating  the  beneficiaries'  copayments)  of  the  reasonable  charges 
for  physicians'  professional  services  in  ASCs  or  on  a  hospital 
outpatient  basis,  if  the  physician  accepts  assignment.    However, 
Section  4054  of  the  Omnibus  Budget  Reconciliation  Act  of  1987 
(03RA  19S7  -  P.L.  100-203)  mandated  that  physicians'  services 
furnished  on  or  after  April  1,  198S,  in  an  ASC  or  hospital  outpatient 
department  on  an  assignment  related  basis  shall  be  subject  to  a 
deductible  and  20  percent  coinsurance. 

Section  1833(i)(2)(A)  of  the  Act  authorizes  the  Secretary  to  pay  ASCs 
a  prospectively  determined  rate  for  facility  services  associated  with 
covered  surgical  procedures.    Until  recently,  ASCs  had  been  paid  at 
100  percent  of  the  prospectively  determined  rate.   The  rate  is  a 
standard  overhead  amount  that  does  not  include:  physician  services; 
laboratory,  radiology,  or  diagnostic  procedures  other  than  those 
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directly  rejated  to  performance  of  the  surgical  procedures;  prosthetic 
devices  (with  the  exception  of  intraocular  lenses,  which  will  be 
included  in  the  updated  ASC  payment  rates  effective  July  1,  1988,  as 
mandated  by  Section  4063(b)  of  OBRA  1987);  ambulance  services;  or 
durable  medical  equipment  (DME)  for  use  in  the  patient's  home. 
Facility  services  covered  by  the  standard  overhead  amount  include, 
but  are  not  limited  to:   nursing,  technician,  and  related  services;  use 
of  the  ASC  facility;  drugs,  biologicals,  surgical  dressings,  supplies, 
splints,  casts,  intraocular  lenses,  and  equipment  directly  related  to  the 
provision  of  the  surgical  procedure;  diagnostic  or  therapeutic  services 
or  items  directly  related  to  the  provision  of  a  surgical  procedure; 
administrative,  recordkeeping,  and  housekeeping  items/services; 
materials  for  anesthesia;  and  blood,  blood  plasma,  and  platelets,  other 
than  those  for  which  the  blood  deductible  applies  (42CFR416.61  and 
Section  2265.2  of  the  Medicare  Carriers  Manual). 

The  covered  surgical  procedures  are  classified  into  four  separate 
payment  groups,  for  which  four  separate  ASC  payment  rates  apply. 
The  payment  methodology,  published  in  the  August  5,  1982  Federal 
Register,  U7FR340.S2)  established  these  payment  rate  groups  based  on 
1979  and  1980  cost  and  charge  information  obtained  from  a  survey  of 
approximately  kO  ASCs.  Using  these  data,  an  indexing  method  was 
developed  ranking  each  covered  procedure  based  on  the  facility's 
charge  for  an  individual  procedure  as  compared  to  its  average  charge 
for  all  offered  procedures.  The  average  of  the  index  numbers  across 
all  facilities  for  each  procedure  was  then  calculated.   Procedures  were 
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arranged  by  this  national  average  index,  and  covered  procedures  were 
then  classified  into  four  groups  depending  upon  where  they  fell  in  the 
index  range. 

To  establish  the  rates  for  each  of  the  four  groups,  a  four  step  process 
was  used,  in  which  an  adjustment  was  made  to  the  actual  charges  for 
each  procedure  to  remove  the  effects  of  area  wage  differences.  After 
deflating  each  procedure  charge  for  wage  differences,  the  average 
charge  per  procedure  for  each  covered  procedure  was  calculated  by 
summing  the  wage-adjusted  charges  for  all  facilities  in  the  data  base 
that  furnished  a  given  procedure,  and  then  dividing  by  the  number  of 
ASCs  performing  the  same  procedure.    A  cost  to  charge  ratio  of  0.9 
was  calculated  and  applied  in  order  to  make  Medicare  payments 
equivalent  to  the  ASCs'  costs  as  required  under  section  1833(0(2)  of 
the  Act.   Finally,  the  average  wage-adjusted  charges  were  classified 
into  the  four  groups  and  arrayed  separately.   The  payment  rate  for 
each  group  was  set  at  the  60th  percentile  of  the  average  wage- 
adjusted  charge  in  the  group.   The  four  separate  ASC  rates  established 
on  August  5,  19S2  for  the  separate  groups  of  covered  surgical 
procedures  were: 

Group  1  -$231 
Group  2  -$275 
Group  3  -  $296 
Group  k  -  $336 


111-6 


The  August  .">,  19S2  final  rule  provided  that  for  facility  services 
associated  with  ambulatory  surgery,  payment  to  the  ASC  was  made  at 
100  percent  of  the  ASC  prospectively  determined  rate,  adjusted  for 
geographic  variations.   If  two  or  more  procedures  were  performed  in 
the  same  operation,  payment  to  the  ASC  was  at  100  percent  for  the 
procedure  classified  in  the  highest  payment  group  and  50  percent  of 
the  applicable  payment  groups  for  other  procedures.    Rates  were  to  be 
reviewed  annually  and  adjusted  to  take  account  of  varying  conditions 
in  different  geographical  areas. 

It  should  be  noted  that  hospitals  have  the  option,  for  their  ambulatory 
surgical  facilities,  of  being  certified  as  an  ASC  and  paid  the 
prospective  rates  as  described  above,  or  being  paid  according  to  the 
hospital  outpatient  reasonable  cost  methodology  described  under 
section  III. A. 2  above. 

In  accordance  with  the  OBRA  19S6  requirement  (described  below  in 
IV. C),  the  ASC  payment  rates  must  be  updated  annually.   A  new 
methodology  for  ASC  facility  payment  rates,  to  be  effective  July  1, 
19SS,  has  been  drafted  and  involves  seven  payment  groups  as  compared 
to  the  current  four  groups. 

k.      Physician  Services  in  Physician  Offices  and  Physician  Directed  Clinics 

For  surgical  services  provided  in  physician  offices  or  in  clinic  settings, 
Medicare  does  not  pay  separately  for  facility  costs  as  it  does  in 
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hospital  outpatient  settings  or  ASCs.   Instead,  in  physician  offices  or 
clinics,  the  reasonable  charge  payment  reflects  the  complete  service 
including  overhead.    However,  if  the  physician  orders  diagnostic  tests 
from  a  clinical  laboratory  or  radiology  facility,  separate  payment  is 
made  for  those  services.    For  the  purposes  of  Medicare  payment, 
urgicenters,  emergicenters,  and  other  physician  directed  clinics  are 
considered  the  same  as  physician  offices.   The  Medicare  program  pays 
both  for  physicians'  services  and  for  services  and  supplies  furnished  as 
incident  to  a  physician's  professional  services.   "Physicians'  services" 
means  the  professional  services  performed  by  a  physician  for  an 
individual  patient,  including  diagnosis,  therapy,  surgery,  and 
consultation.   Services  and  supplies  furnished  "incident  to  a  physician's 
professional  services"  are    those  kinds  of  services  which  commonly  are 
furnished  in  physicians'  offices  or  physician  directed  clinics,  and  which 
typically  are  included  in  physicians'  bills  without  a  specific  charge 
(e.g.,  routine  supplies,  medical  equipment,  and  nursing  services).   Such 
services  and  supplies  are  furnished  as  an  integral  part  of  the 
physician's  personal  professional  services  in  the  course  of  diagnosis  or 
treatment  of  an  injury  or  illness. 

Physicians'  services  to  Medicare  patients  generally  are  paid  on  the 
basis  of  80  percent  of  reasonable  charges  after  the  beneficiary  has 
met  the  Part  B  annual  deductible.    Reasonable  charges  represent  the 
lowest  of  the  physician's  actual  charge,  his  "customary"  charge,  or  the 
"prevailing"  charge  in  the  locality.   The  customary  charge  is  defined  as 
the  amount  that  best  represents  the  actual  charges  made  for  a  given 
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service  or  procedure  by  a  particular  physician  (i.e.,  the  median  or 
midpoint  of  a  physician's  charges).   In  calculating  the  customary 
charge  for  a  particular  physician  for  a  given  service,  the  Part  B 
carrier  arrays  each  charge  in  ascending  order,  and  the  median  of  the 
arrayed  charges  is  the  customary  charge  (42CFR405.503).   The 
prevailing  charge  for  a  given  service  or  procedure  is  set  at  the  75th 
percentile  of  the  cus'tomary  charges  for  all  physicians  providing  the 
service,  subject-to  an  economic  index  limitation  (42CFR405.504). 

In  computing  the  reasonable  charge,  the  Medicare  program  makes  no 
distinction  based  on  the  location  of  the  surgical  service  (e.°.,  whether 
the  surgery  is  performed  in  the  physician's  office  or  on  a  hospital 
outpatient  basis).    However,  in  order  to  avoid  duplicate  overhead 
reimbursement  to  physicians  providing  services  in  a  hospital  outpatient 
setting,  certain  nonspecialist  physicians'  services  such  as  primary  care 
visits  are  subject  to  a  60  percent  reasonable  charge  limitation  in 
accordance  with  Section  1842(b)(3)  of  the  Social  Security  Act  (which 
eliminates  the  portion  of  the  physician's  reasonable  charge  already 
included  in  the  hospital  outpatient  reimbursement). 

Section  2306  of  the  Deficit  Reduction  Act  of  1984  established  a 
Medicare  fee  freeze  on  customary  and  prevailing  charges  and  created 
a  voluntary  participating  physician  program.   A  participating  physician 
is  one  who  agreed  to  accept  assignment  on  all  Medicare  claims  and 
was  not  limited  in  increasing  actual  charges.    On  the  other  hand,  a 
physician  who  did  not  participate  was  restricted  in  the  amount  which 
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could  be  charged  to  Medicare  patients.   The  freeze  on  physician 
charges  initially  was  scheduled  to  expire  October  1,  1985,  but 
subsequent  legislation  extended  the  provisions  of  the  charge  freeze 
through  1986.   The  freeze  on  customary  and  prevailing  charges  for 
nonparticipating  physicians  was  ended  by  OBRA  1986.    Beginning  in 
19S7,  both  participating  and  nonparticipating  physicians  received  the 
same  increase  in  the  Medicare  Economic  Index.    However,  Section 
9331  of  OBRA  19S6  also  established  a  new  limitation,  called  a 
maximum  allowable  actual  charge,  within  which  nonparticipating 
physicians  can  increase  their  charges. 

B.   Trends  in  Outpatient  Services 

It  is  important  to  understand  the  major  trends  in  outpatient  services,  prior 
to  and  following  implementation  of  the  Medicare  inpatient  PPS,  before 
considering  the  subject  of  ambulatory  surgery  payment  reform.    Outpatient 
service  trends  resulted,  in  part,  from  the  inherent  incentives  in  Medicare's 
payment  policies  for  inpatient  and  outpatient  services,  as  well  as  from 
other  market  factors. 

Among  the  health  care  services  covered  by  Medicare,  reimbursement  for 
hospital  outpatient  services  has  shown  the  most  rapid  rate  of  growth  since 
the  inception  of  the  program: 

o       Between  1974  and  1983,  hospital  outpatient  reimbursement  increased 
from  $0.3  billion  to  $2.7  billion,  an  average  annual  rate  of  increase  of 
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26  percent.   Similarly,  during  the  same  period,  all  Medicare 
expenditures  showed  an  average  annual  rate  of  growth  of  about 
20  percent. 

o       Between  19S3  and  1985,  hospital  outpatient  expenditures  increased 
from  $2.7  to  $4.0 -billion,  an  average  annual  rate  of  increase  of 
23  percent.   During  the  same  period,  all  Medicare  expenditures  showed 
an  average  annual  growth  rate  of  about  12  percent. 

From  19S5  to  19S6,  Medicare  reimbursement  for  hospital  outpatient 
services  increased  from  $4.0  to  an  estimated  $5.0  billion.2   However, 
the  average  annual  rate  of  increase  between  19S3  and  19S6  was  23 
percent,  as  it  was  between  19S3  and  19S5. 

o       Between  1933  and  1986,  Medicare  reimbursement  for  hospital 
outpatient  services  increased  as  a  proportion  of  total  Medicare 
reimbursement  from  4.6  to  6.5  percent.3 

From  19S4  to  19S5,  surgery  services  accounted  for  most  of  the  relative 
increase  in  Medicare  reimbursement  for  hospital  outpatient  services  and  20 
percent  of  hospital  outpatient  charges.''    During  this  period,  Medicare 
covered  charges  for  hospital  outpatient  surgical  services  were  $1.5  billion 
or  23  percent  of  total  covered  charges  ($6.5  billion).   The  10  leading 
hospital  outpatient  surgical  procedures  accounted  for  about  two-thirds 
($1.0  billion)  of  Medicare  covered  charges  for  hospital  outpatient  surgery. 
The  most  frequent  surgical  procedure  was  1CD-9-CM  procedure  code  13, 
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operations  on  the  Jens,  (0A5  million  procedures)  which  accounted  for  15 
percent  of  all  hospital  outpatient  procedures  (2.9  million  procedures)^ 

The  proportion  of  total  Part  B  medical  and  surgical  services  rendered  on  a 
hospital  outpatient  basis  has  increased  over  time  as  a  result  of  shifting 
from  an  inpatient  hospital  setting  to  an  outpatient  hospital  setting  due,  for 
the  most  part,  to  advances  in  medical  technology  and  the  implementation 
of  the  inpatient  PPS.    During  the  1970s,  diagnostic  and  surgical 
technological  innovations,  such  as  laser  surgery  for  cataracts,  enabled 
more  procedures  to  be  performed  on  an  ambulatory  basis.   In  addition, 
Medicare's  PPS  policies  provided  direct  financial  incentives  to  reduce 
admissions  and  lengths  of  stay  and  to  provide  services,  where  clinically 
appropriate,  in  other  provider  settings,  such  as  the  hospital  outpatient 
department. 

The  growth  in  Medicare  reimbursement,  charges,  and  services  provided  in  a 
hospital  outpatient  setting  parallels  the  growth  in  these  indicators  in  other 
ambulatory  care  settings.   Part  of  this  growth  is  due  to  the  proliferation  of 
hospital  outpatient  departments  and  other  ambulatory  care  settings,  as 
well  as  the  diversification  in  the  sites  of  ambulatory  care,  which  resulted 
from  increased  competition  between  hospitals  and  physicians  for  the 
outpatient  services  market.   This  competition  occurred  during  the  1970s 
and  early  1980s  as  a  result  of  structural  changes  in  the  health  care  delivery 
system  which  resulted  in  shifting  from  an  inpatient  to  outpatient  setting, 
including  more  stringent  utilization  review  and  third  party  payment 
policies,  decreased  inpatient  revenues  requiring  outpatient  subsidization 
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and/or  creation  of  new  outpatient  services,  more  primary  care  provided  on 
a  hospital  outpatient  basis,  etc.   Increased  diversification  resulted  in 
several  new  sites  for  ambulatory  care  services,  including  freestanding 
ASCs,  urgicenters,  emergicenters,  etc. 

Services  rendered  in  these  new  ambulatory  care  settings  are  paid  under 
different  Medicare  payment  methodologies  other  than  the  reasonable  cost 
methodology  used  for  the  hospital  outpatient  setting,  which  result  in 
different  payment  levels  for  the  same  service.   A  study  conducted  by  the 
Office  of  the  Inspector  General  (OIC),  which  was  based  upon  a  random 
sample  of  opthalmologists  who  bill  for  intraocular  lenses  and  a 
representative  sample  of  surgical  facilities,  found  average  Medicare 
payments  for  the  intraocular  lens  and  the  facility  component  for  the 
cataract  surgery  to  be  $1,3S6,  $1,655,  and  $S65  when  performed  on  a 
hospital  inpatient,  outpatient,  and  freestanding  ASC  basis,  respectively.6 
The  OIG  study  and  the  rapid  rate  of  increase  in  Medicare  payments  for 
hospital  outpatient  surgery  contributed  to  the  impetus  for  payment  reform 
as  mandated  by  section  93^3  of  OBRA  19S6. 
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IV.        IMPLEMENTATION  OF  RELATED  SECTIONS  IN  OBRA  1986 
A.     Overview 

Section  9343  of  OBRA  1986  mandated  several  hospital  outpatient  billing 
and  payment  changes,. which  are  described  below,  that  will  assist  HCFA  in 
designing  a  PPS  for  ambulatory  surgical  services  performed  on  a  hospital 
outpatient  basis. 

B«     New  Medicare  Payment  Limit  for  Outpatient  Surgery 

Section  9343(a)  mandated  that,  beginning  on  October  1,  1987,  Medicare 
payments  to  hospitals  for  ambulatory  surgery  would  be  subject  to  a  new 
limit  based  on  a  partial  comparison  to  what  would  have  been  paid  had  the 
surgery  been  performed  in  an  ASC  (Section  III.A.3.   above  provides  a 
description  of  the  payment  methodology  for  ASCs). 

This  provision  lays  the  foundation  for  an  ambulatory  surgery  PPS  through  a 
phase-in  of  the  above  methodology  using  prospectively  determined  ASC 
rates. 

Section  9343(a)  stipulates  that  annual  payments  to  hospitals  for  ambulatorv 
surgery  are  to  be  limited  to  the  lowest  of  the  following  three  amounts: 

1.      The  hospital's  reimbursement  under  the  reasonable  cost  methodology 
(after  reduction  for  deductible  and  20  percent  coinsurance  amounts), 
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2.  The  hospital's  charge  (after  reduction  for  deductible  and  20  percent 
coinsurance  amounts),  or 

3.  A  blend  of: 

o       The  ASC  payment  rate  (which  is  80  percent  of  the  ASC  standard 
amount  after  reduction  for  deductibles)  and 

o       The  lesser  of  the  hospital's  costs  or  charges  (i.e.,  the  lesser  of  the 
amounts  in  1.)  or  2.)  above). 

For  cost  reporting  periods  beginning  on  or  after  October  1,  1987  (i.e. 
beginning  dates  through  September  30,  1988)  the  blend  described  in  3. 
above  is  calculated  at  25  percent  of  the  ASC  payment  rate  portion  and 
75  percent  of  the  lesser  of  the  hospital's  cost  or  charges.  For  cost 
reporting  periods  beginning  on  or  after  October  1,  1988,  the  blend  is 
calculated  at  50  percent  of  the  ASC  payment  rate  portion  and  50  percent 
of  the  lesser  of  the  hospital's  cost  or  charges. 

When  more  than  one  ASC  approved  procedure  is  performed  during  the  same 
operation,  the  ASC  standard  overhead  amount  is  based  on  100  percent  of 
the  procedure  with  the  highest  standard  overhead  amount  and  50  percent  of 
the  standard  overhead  amounts  for  each  additional  procedure. 
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The  payment  limit  applies  only  to  those  surgical  procedures  which  are 
listed  as  being  covered  by  Medicare  when  performed  in  an  ASC.   If  an  ASC 
approved  procedure  is  performed  during  the  same  operation  along  with  a 
procedure  that  is  not  listed  as  being  covered  when  performed  in  an  ASC, 
then  the  new  limit  does  not  apply.  This  exemption  was  necessitated  by  the 
difficulties  in  separately  identifying  the  charges  of  multiple  individual 
procedures  which  are  performed  during  the  same  operation  and  billed 
together.   For  example,  it  would  be  somewhat  difficult  to  separate  the 
charges  for  the  recovery  room  relative  to  the  multiple  individual 
procedures  performed  during  a  single  operation. 

The  implementing  instructions  also  specify  a  list  of  "minor  or  out-of-scope" 
procedures  that  will  not  be  considered  when  determining  whether  an 
operation  includes  procedures  not  approved  for  Medicare  coverage  when 
performed  in  an  ASC.   As  such,  procedures  such  as  the  introduction  of  an 
intravenous  catheter,  which  are  not  found  on  the  ASC  approved  list,  will 
not  exempt  the  operation  from  the  limit. 

The  payment  limit  applies,  in  the  aggregate,  to  the  ASC  approved 
procedures  performed  during  the  hospital's  fiscal  year  regardless  of 
whether  the  surgery  is  performed  in  the  emergency  room,  a  clinic,  or  in  the 
outpatient  department.   Thus,  the  final  calculation  of  the  limit  only  can  be 
performed  at  the  end  of  year  when  all  of  the  applicable  billing  and  cost 
report  data  are  available.   During  the  year,  hospitals'  interim  rates  will 
continue  to  be  an  estimate  of  Medicare's  final  liability,  based  on  a 
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percentage  of  the  charges  and  adjusted  for  estimations  of  the  new  payment 
limit. 


The  ASC  payment  rates  cover  the  facility  costs  that  fall  under  the 
following  costs:   nursing  and  technician  services;  use  of  the  facility;  on-site 
drugs;  biologicals;  primary  surgical  dressings;  splints;  casts,  intraocular 
lenses  (which  will  be  included  in  updated  ASC  payment  rates  effective 
July  1,  1988,  as  mandated  by  Section  4063(b)  of  OBRA  1987),  and 
equipment  directly  related  to  the  provision  of  the  surgical  procedure; 
materials  for  anesthesia;  and  administrative,  recordkeeping,  and 
housekeeping  items  and  services.   Certain  revenue  center  codes  have  been 
identified  in  order  to  identify  those  charges  on  the  bill  which  equate  to  the 
facility  costs.   The  Medicare  cost  report,  HCFA  Form-2552,  has  been 
revised  so  that  the  applicable  costs,  which  are  equivalent  to  the  facility 
costs  paid  for  by  the  ASC  rates,  can  be  isolated  for  the  purpose  of 
calculating  the  limit. 

Repetitive  therapeutic  services  (e.g.,  renal  dialysis),  which  are  performed 
on  the  day  of  surgery,  may  be  billed  separately  from  the  surgery.   All  other 
services  that  do  not  fall  under  the  definition  of  the  ASC  facility  services 
will  be  reimbursed  according  to  the  usual  Medicare  payment 
methodologies. 

Other  changes  which  impact  on  the  calculation  of  the  limit  are  described 
below. 
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C.     Annual  Update  of  ASC  Payment  Rates  and  Biannual  Update  of  ASC 
Approved  Procedure  List 

The  original  ASC  payment  rates  were  published  in  the  Federal  Register  on 
August  5,  19S2.   Section  9343(b)  of  OBRA  1986  requires  an  annual  update 
of  the  ASC  payment  rates,  effective  for  services  furnished  after  June  30, 
19S7.   Provisions  for' updating  payment  rates  and  ASC  procedure  lists  are 
an  integral  part  in  developing  a  PPS  for  ambulatory  surgical  services. 

This  provision  was  implemented  by  updating  the  ASC  payment  rates  and 
maintaining  the  same  basic  payment  methodology  which  utilizes  four 
payment  groups  into  which  the  ASC  approved  procedures  are  categorized. 
The  ASC  facility  payment  rates  effective  July  1,  1987  were  updated 
through  June  30,  19SS  based  on  a  combined  actual  and  projected  increase 
of  1S.7  percent  52FR. 20466  (June  1,  19S7)  .   The  18.7  percent  increase  was 
calculated  using  the  Consumer  Price  Index  Urban  (CPI-U)  from  September 
1982,  which  was  the  effective  date  of  the  original  ASC  payment  rates, 
through  January  19SS,  which  is  the  midpoint  of  the  year  which  began  on 
July,  1,  1987.   The  forecasts  developed  by  Data  Resources  Incorporated  for 
the  fourth  quarter  of  calendar  year  (CY)  1987  and  for  the  first  quarter  of 
CY  1988  were  used  to  calculate  the  January  1988  index  level. 

The  resultant  ASC  payment  rates,  prior  to  the  application  of  the 
geographic  wage  differentials,  are  as  follows  for  the  four  procedure  groups: 
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Group  1  -  $274 
Group  2-  $326 
Group  3- $351 
Group  4  -  $399 

The  hospital  wage  index,  which  is  applied  to  account  for  geographic 
differences  in  the  costs  of  wages  and  salaries,  was  published  in  the  Federal 
Register  initially  on  June  30,  1981  (46FR. 33641),  and  subsequently  on 
November  26,  1984  (49FR. 46495). 

In  order  to  obtain  more  complete  and  current  information  for  future 
updates  of  the  payment  rates,  all  Medicare  certified  ASCs  were  surveyed 
regarding  ASC  facility  overhead  costs  and  procedure  specific  charges.  The 
survey,  entitled  "Ambulatory  Surgical  Center  Payment  Rate  Survey" 
(HCFA  Forrn-452),  was  distributed  between  May  and  August  1986  to  the 
approximately  500  ASCs.   HCFA  also  conducted  an  audit  of  97  ASCs  to 
validate  the  accuracy  of  the  data  submitted  in  the  surveys.  The  data  will 
be  used  to  evaluate  the  adequacy  of  both  the  current  payment  methodology 
and  the  payment  levels.  We  had  hoped  the  survey  data  and  audits  would 
have  been  completed  and  analyzed  in  time  for  the  July  1,  1987  update. 
Unfortunately,  as  a  result  of  delays  beyond  HCFA's  control  in  completing 
audits,  and  as  a  result  of  observed  discrepancies  in  the  raw  data  that  make 
it  imperative  that  the  sample  audit  be  completed,  we  were  unable  to  use 
the  new  survey  data  to  update  the  ASC  rate  in  time  to  meet  the 
statutorially  mandated  deadline  of  July  1,  1987.   The  intention  is  that  the 
survey  results  will  be  used  to  update  the  ASC  payments  effective  July  1, 
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19SS,  and,  if  appropriate,  the  basic  payment  methodology  also  may  be 
modified. 

In  addition,  section  9343(b)  required  that  the  list  of  procedures,  which  are 
approved  for  Medicare  coverage  when  performed  in  an  ASC,  be  reviewed 
and  updated  by  April  21,  1987,  and  every  2  years  thereafter.   As  a  result,  a 
final  notice  (issued  April  21,  19S7  in  the  Federal  Register  (52FR.1  3176^ 
announced  the  additions  and  deletions  to  the  current  list  of  ASC  approved 
procedures.   Initially,  there  were  432  covered  ASC  procedures.  The 
updated  list  added  1,292  covered  procedure  codes  and  deleted  34  covered 
procedure  codes  for  a  total  of  1,690  covered  procedure  codes,  which  is 
more  than  four  times  as  many  procedure  codes  as  those  covered  in  the 
original  list.   This,  however,  overstates  the  actual  magnitude  of  changes. 
The  codes  are  used  to  differentiate,  in  many  cases,  slight  differences 
between  procedures  and,  therefore,  there  are  only  about  twice  as  many 
additional  procedures  covered  as  under  the  previous  list,  published  in 
August  1982. 

Actual  ASC  cost  and  charge  data  were  not  available  to  permit  the  new 
procedures  to  be  indexed  into  the  established  payment  groups.   Therefore, 
the  expertise  of  HCFA  staff  physicians  was  used  to  classify  the  new 
procedures  into  the  four  payment  groups.   Once  data  from  the  ASC  surveys 
have  been  analyzed,  any  necessary  re-assignment  of  the  procedure 
groupings  will  be  implemented  with  the  next  update  of  the  ASC  payment 
rates. 
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D.     Requirement  for  Bundling  Outpatient  Services 

As  evidenced  by  section  9343(c)  of  OBRA  19S6,  Congress  envisioned  the 
need  to  identify  certain  services  as  being  part  of,  or  included  within,  a 
hospital  outpatient  visit.   There  are  two  primary  reasons  why  the 
identification  of  a  bundle  of  services  is  important,  one  relative  to  the 
hospital  payment  limit,  which  compares  outpatient  surgery  payments  to  the 
ASC  payment  rates  (in  part),  and  the  other  relative  to  the  development  of 
a  prospective  payment  system  for  ambulatory  care. 

Historically,  there  have  been  a  number  of  factors  that  make  it  difficult  to 
identify  which  services  relate  to  a  particular  patient  visit.    Hospitals  have 
been  allowed  to  include  on  a  single  bill  charges  for  outpatient  services 
provided  to  a  beneficiary  over  a  length  of  time.    Under  these 
circumstances,  multiple  visits  included  on  a  single  bill  are  not  identified 
separately,  but  rather  are  given  a  "from"  and  a  "to"  date  denoting  the  time 
period.   This  practice  is  sometimes  referred  to  as  "batch"  billing.   On  the 
other  hand,  charges  for  a  particular  visit  are  not  required  to  be  on  the 
same  bill.   Some  charges  applicable  to  a  visit  may  be  billed  separately. 
This  may  happen  if,  for  example,  additional  charges  subsequently  are 
identified  for  a  previously  billed  visit. 

In  order  to  calculate  the  new  payment  limit  for  hospital  outpatient  surgery 
(described  in  section  IV.  B.  above),  it  is  necessary  to  identify  the  services 
that  are  part  of  the  surgical  visit.   In  order  to  make  an  equivalent 
comparison  between  hospital  outpatient  surgical  services  and  the  facility 
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costs  included  in  the  ASC  payment  rates,  it  is  necessary  to  exclude  or 
include  certain  charges  on  the  bill  for  surgery.   For  example,  it  was 
necessary  to  require  a  separate  bill  for  each  surgical  visit  (i.e.,  each  visit 
day).   All  charges  for  services  provided  on  the  day  of  surgery  must  be 
included  on  the  same  bill,  and  charges  for  services  provided  on  days  other 
than  the  day  of  surgery  must  not  be  included  on  the  bill. 

A  specified  bundle  of  services  also  is  important  for  the  development  of  a 
prospective  payment  system  for  outpatient  services.    Much  of  our  payment 
research  involves  the  analysis  of  utilization  and  charge  data  from  the 
Medicare  bills  wherein  it  is  necessary  to  identify  services  related  to 
individual  visits.   For  example,  it  is  difficult  to  track  all  of  the  services 
that  may  be  rendered  to  a  patient  as  the  result  of  an  outpatient  visit 
because  follow-up  services  may  be  provided  on  more  than  1  day  and  in 
more  than  one  setting. 

Section  93^3(c)  requires  the  hospital  to  furnish  directly,  or  to  make 
arrangements  for,  all  services  furnished  to  the  Medicare  patient.  The 
implementation  of  this  provision  posed  some  technical  difficulties, 
particularly  for  medical  visits.   For  example,  it  is  difficult  to  track  all  of 
the  services  that  may  be  rendered  to  a  patient  as  the  result  of  an 
outpatient  visit  because  follow-up  services  may  be  provided  on  more  than 
1  day  and  in  more  than  one  setting. 
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For  the  time  being,  the  services  related  to  the  surgery  have  been  defined 
as  those  services  provided  on  the  day  of  surgery.   This  was  implemented  by 
requiring  a  separate  bill  for  each  surgical  visit  (i.e.,  each  visit  day).  All 
charges  for  services  provided  on  the  day  of  surgery  must  be  included  on  the 
same  bill,  and  charges  for  services  provided  on  days  other  than  the  day  of 
surgery  must  not  be  included  on  the  bill.   This  requirement  applies  to 
services  provided  on  the  day  of  surgery,  either  directly  by  the  hospital  or 
under  an  arrangement  between  the  hospital  and  another  entity  (e.g.,  a 
blood  test  provided  the  morning  of  surgery  by  a  hospital  based  independent 
laboratory^.   In  addition,  it  applies  to  surgery  regardless  of  whether  it  is 
performed  in  the  hospital's  emergency  room  clinics,  or  outpatient 
department.   This  pseudo-bundle  of  surgical  services  could  eventually  be 
replaced  by  a  more  complete  or  true  bundle  of  surgical  services  and  this 
issue  will  be  addressed  in  the  final  report. 

In  addition,  the  bundling  provision  was  implemented  by  requiring  that  all 
services  provided  as  the  result  of  an  encounter  with  a  registered  outpatient 
must  be  billed  by  the  hospital.  Services,  such  as  diagnostic  radiology  or 
laboratory,  which  are  ordered  during  a  visit,  but  which  are  furnished 
outside  the  hospital,  must  be  billed  by  the  hospital. 

HCFA  currently  is  assessing  ways  to  facilitate  the  monitoring  of  hospitals' 
actual  implementation  of  the  outpatient  surgery  billing  provisions.   The 
more  immediate  financial  incentive  is  for  hospitals  to  exclude  from  the 
surgery  bill  as  many  services  as  possible  in  order  to  maximize  payments 
subject  to  the  ASC  limit.   On  the  other  hand,  it  may  be  more  advantageous 
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for  hospitals  to  include  appropriate  services  within  the  surgical  bill  as  the 
bill  data  will  be  influential  in  the  establishment  of  future  outpatient 
surgery  prospective  payment  system  rates. 

E.     Review  of  Ambulatory  Surgery 

Section  9343(d)  expands  the  current  Peer  Review  Organization  (PRO) 
review  activities  to  include  ambulatory  surgery  performed  in  a  hospital 
outpatient  setting  or  in  an  ASC.   The  provision  permits  the  reviews  to  be 
focused  on  a  sample  of  the  ambulatory  surgery  performed.   Similar  to  the 
concerns  relative  to  Medicare's  inpatient  PPS,  PRO  review  is  intended  to 
ensure  that  beneficiaries  continue  to  receive  medically  necessary  services 
under  a  hospital  outpatient  prospective  payment  system. 

The  new  PRO  activities  will  include  both  utilization  review  and  monitoring 
the  quality  of  care  of  ambulatory  surgery  cases.   With  the  implementation 
of  the  inpatient  PPS,  the  financial  incentive  has  been  to  shift  some  surgery 
from  inpatient  to  outpatient.   As  such,  the  new  PRO  review  activities  may 
include  monitoring  the  appropriateness  of  the  setting  for  the  ambulatory 
surgery  procedure  to  be  performed.   In  addition,  it  is  likely  that  inpatient 
admissions  possibly  due  to  post-surgical  complications  in  ambulatory 
settings  will  be  subject  to  quality  reviews. 

PROs  have  been  performing  inpatient  hospital  reviews  since  1984  under 
formal  agreements  with  hospitals.  Therefore,  as  the  current  agreements 
expire,  the  new  agreements  will  have  to  be  modified  to  include   outpatient 
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surgical  review.   In  addition,  PROs  will  have  to  develop  formal   agreements 
with  ASCs  for  surgery  review. 

As  the  current  PRO  contracts  with  HCFA  expire,  the  new  PRO  ambulatory 
surgery  review  requirement  will  be  implemented.  As  the  PRO  contract  in 
Pennsylvania  is  the  first  to  expire,  the  actual  implementation  of  the 
ambulatory  surgery  review  began  first  in  Pennsylvania  with  claims 
submitted  after  June  30,  1987. 

F.     Universal  Application  of  Deductible  and  Coinsurance 

Section  93<*3(e)  of  OBRA  19S6  repeals  the  previous  waiver  of  the  Medicare 
Part  B  deductible  and  coinsurance  requirements  for  payments  for  surgical 
services  performed  in  ASCs.   This  provision  establishes  a  somewhat  more 
level  playing  field  between  ASCs  and  hospitals  for  the  purpose  of  a 
prospective  payment  system  for  ambulatory  surgery. 

Because  Congress  had  wanted  to  give  Medicare  beneficiaries  incentives  to 
seek  care  in  ASCs,  the  ASCs  formerly  were  paid  100  percent  of  the 
prospective  payment  rate  and  the  beneficiary  was  exempt  from  paying  any 
deductible  or  coinsurance  amounts  relative  to  ASC  services. 

Now  that  ASCs  have  become  more  established,  Congress  has  ended  the 
special  treatment  and  the  annual  Part  B  deductible  and  20  percent 
coinsurance  now  are  required  for  ASCs,  as  has  always  been  required  for 
hospital  outpatient  services.   As  of  July  1,  1987,  Medicare  pays  ASCs 
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SO  percent  of  the  prospective  rate  after  reduction  for  any  deductible,  and 
beneficiaries  are  responsible  for  paying  the  ASC  the  deductible  and  the 
20  percent  coinsurance.   Until  the  enactment  of  OBRA  1987,  physician 
services  furnished,  on  an  assignment  basis,  in  connection  with  surgery 
performed  in  ASCs  and  in  hospital  outpatient  settings  also  received  the 
above-reference  special  treatment  for  ASCs.   Specifically,  Section  4054  of 
OBRA  1987  legislated  that  physicians*  services  furnished,  on  an  assignment 
basis,  on  or  after  April  1,  1988  in  ASCs  and  hospital  outpatient 
departments  shall  be  subject  to  deductible  and  coinsurance  payments. 

C.     Common  Procedure  Terminology  -  frth  Edition  (CPT-4)  Coding  for 
Outpatient  Claims 

Section  9343(g)  requires  hospitals  to  use  a  "HCFA  Common  Procedure 
Coding  System"  (HCPCS)  to  bill  Medicare  for  hospital  outpatient  services 
rendered  on  or  after  3uly  1,  1987.   HCPCS  is  a  three  part  coding  system, 
used  by  HCFA,  the  most  important  of  which  is  the  basic  coding  system  in 
the  American  Medical  Association's  (A MA)  Current  Procedural 
Terminology.  4th  Edition  (CPT-4). 

Currently,  physicians,  independent  laboratories,  ASCs,  other  suppliers  of 
services  furnished  under  Part  B  of  Medicare,  and  hospitals  furnishing 
outpatient  clinical  diagnostic  laboratory  tests  use  CPT-4  for  coding 
procedures.   Hence,  the  new  provision  has  been  implemented  by  requiring 
CPT-4  coding  for  all  outpatient  surgical  procedures  that  fall  within  the 
"Surgery"  section  of  the  CPT-4  coding  system  (i.e.,  all  codes  in  the  10,000 
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to  69,999  range).  This  requirement  applies  to  surgery  regardless  of 
whether  it  is  performed  in  the  hospital's  emergency  room,  clinics,  or 
outpatient  department.   This  range  includes  both  procedures  that  are  on 
the  ASC  approved  list  and  those  that  are  not  covered  when  performed  in  an 
ASC  but  are  covered  when  appropriately  performed  on  a  hospital 
outpatient  basis.   It  should  be  noted  that  some  of  the  procedures  found  in 
the  "Surgery"  section,  such  as  the  more  invasive  radiology  procedures,  also 
are  found  in  other  sections  of  the  CPT-4  manual.   Also,  since  July  1,  19S4 
hospitals  have  been  required  to  report  clinical  laboratory  services  provided 
to  outpatients  with  CPT-'f  codes. 

Services  other  than  surgery  or  clinical  laboratory  will  continue  to  be 
reported  on  the  bills  using  the  Uniform  Billing  -  82  (UB-S2)  form  revenue 
center  codes. 

There  are  two  primary  reasons  why  it  is  necessary  to  use  the  CPT-4  coding 
system  for  outpatient  surgery,  one  relative  to  the  hospital  payment  limit, 
which  compares  outpatient  surgery  rates  to  the  ASC  payment  rates,  and 
the  other  relative  to  the  development  of  a  prospective  payment  system  for 
ambulatory  care,  which  involves  the  creation  of  a  comparable  data  base 
across  settings.   Because  ASC  payment  rates  are  based  on  CPT-4  coded 
procedures,  comparable  coding  for  surgical  procedures  performed  on  an 
outpatient  basis  is  needed  to  compare  a  hospital's  reasonable  cost  and 
customary  charges  to  the  ASC  payments. 
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V.         DEVELOPMENT  OF  PROSPECTIVE  PAYMENT  METHODOLOGIES  FOR 
OUTPATIENT  SURGERY 

A.     Overview 

There  are  two  fundamental  issues  to  be  decided  in  developing  a  prospective 
payment  methodology  lor  outpatient  surgery: 

o       The  selection  of  a  payment  unit  that  corresponds  with  the  health  care 
product  being  purchased  by  the  prospective  rate. 

o       The  level  of  the  rate  that  involves  determining  the  types  of  provider 
resource  costs  to  be  included  in  valuing  the  product. 

Certain  differences  in  characteristics  make  it  easier  to  design  a 
prospective  pa>ment  system  for  outpatient  surgery  than  for  general 
medical  services.    For  example,  it  is  easier  to  identify  a  unit  of  service 
(i.e.,  the  procedure)  for  surgical  services  and  to  associate  related  services 
with  the  unit.   Also,  outpatient  surgical  services  tend  to  be  more 
homogeneous  in  resource  intensity  than  nonsurgical  outpatient  services 
which  facilitates  the  development  of  uniform,  prospective  payment  groups. 


Goals  for  the  future  outpatient  surgery  payment  model  and  research 
questions  that  address  the  above  issues  are  presented  below. 
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B.     Coals  for  Outpatient  Surgery  Payment  System 

Goals  relevant  to  the  development  of  a  Medicare  prospective  payment 
methodology  include: 

o       The  payment  system  should  provide  a  basis  for  the  Government  to 
budget  Medicare  program  expenditures  which  will  allow  control  ever 
the  growth  in  outlays. 

o       The  payment  system  should  allow  providers  to  predict  revenues  for 
care  provided,  and  to  provide  incentives  for  prudent  service  delivery. 

o       The  patient  classification  system  upon  which  the  system  is  based 
should  consist  of  homogeneous  visit/procedure  groupings  in  terms  of 
average,  relative  resource  use. 

o       The  payment  rates  should  reflect,  or  be  adjusted  for,  identifiable  and 
justifiable  differences  in  the  cost  of  resources  (e.g.,  geographic 
differences  in  wages  and  salaries). 

o       The  payment  system  should  continue  to  allow  for  beneficiary  access  to 
quality  care. 

o       Under  the  new  payment  system,  Medicare  outlays  should  be  no  greater 
than  those  under  the  current  payment  system. 
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o       Ideally,  the  same  basic  methodology  should  be  used  to  pay  for 

generally  similar  patient  care  regardless  of  the  setting  in  which  the 
care  is  rendered  (i.e.,  hospital  outpatient  or  freestanding  setting). 

o       The  administration  of  the  payment  system  should  be  relatively  simple 
from  the  perspective  of  providers,  fiscal  intermediaries,  and 
beneficiaries: 

The  data  required  to  drive  the  payment  system  should  be 
relatively  simple  to  collect  and  report. 

The  payment  system  should  be  driven  by  data  that  reflect  the 
care  required  by  Medicare  patients  and  that  is  (or  will  be) 
uniformly  maintained,  encoded,  and  reported  by  the  providers  of 
care. 

The  data  required  to  drive  the  payment  system  should  be  readily 
verifiable  from  provider  records. 

o       The  payment  system,  and  any  bundles  of  services  required  under  the 
system,  should  be  designed  so  that  there  is  limited  opportunity  to 
influence  the  patient  groupings,  or  any  of  the  other  bill  data,  solely  for 
the  purpose  of  receiving  higher  payments. 


V-3 


o       The  payment  system  should  be  capable  of  being  implemented  by 

October  1,  19S9  and  be  sustainable  for  multiple  years  without  major 
revision. 

C.     Developmental  Issues  and  Research  Questions 

Major  issues  relevant  to  prospective  payment  for  outpatient  surgery 
include: 

1.      What  is  the  optimal  way  to  classify  or  group  outpatient  surgery 
patients  for  payment  purposes? 

o       What  patient  variables  are  useful  for  predicting  differences  in 
relative  resource  use  among  ambulatory  surgery  cases? 

o       What  level  of  aggregation  of  the  various  surgical  procedures 
should  be  used  for  the  payment  system? 

o       If  similar  procedure  codes  are  grouped,  should  the  groupings  be 
based  only  on  average  relative  resource  use  or  should  they  also  be 
based  on  similarity  from  a  medical  perspective? 

o       Should  an  existing  patient  classification  system  (e.g.,  Major 

Ambulatory  Diagnostic  Categories  (MADCs),  AVGs,  DRGs,  or  a 
modification  or  combination  of  those  systems)  be  used  to  group 
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outpatient  surgery  cases  for  payment  purposes,  or  is  a  new 
classification  needed? 

2.     What  services  or  costs  should  be  bundjed  into  a  prospective  outpatient 
surgery  payment  unit? 

o       In  addition  to  the  facility  services  for  surgery,  shoujd  the  bundled 
payment  include  ancillary  services?   Should  it  also  include  other 
services? : 

o       Should  only  those  services  provided  on  the  day  of  surgery  be 
included  in  the  payment  or  should  all  services  provided  within  a 
fixed  time  window  G.e.,  a  certain  number  of  days  before  and  after 
the  day  of  surgery)  be  included  in  a  bundled  payment? 

o       If  a  time  window  is  used  to  bundle  services,  what  length  should 
the  window  be  and  shoujd  it  vary  for  different  kinds  of 
procedures? 

o       In  bundling  services  into  a  payment  unit,  how  should  services, 

which  are  provided  within  the  time  window,  but  not  by  the  facility 
where  the  surgery  was  performed,  be  handled? 

o       Should  surgical  services  for  patients  entering  the  hospital  via  the 
emergency  department  be  included  in  the  prospective  payments? 
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3.      How  should  the  payment  rates  be  calculated 

o       What  payment  rate  adjusters  should  be  included  to  account  for 
justifiable  cost  differences  among  and  between  provider*  and 
suppliers  of  ambulatory  surgery  (e.g.,  wage  indices,  case  mix, 
indirect  teaching,  disproportionate  share)? 

o       Should  the  hospital  outpatient  and  the  ASC  rates  be  equivalent  for 
the  same  patient  care?   If  so,  how  should  the  differences  in  what 
is  considered  to  be  included  in  the  ASC  rates  (i.e.,  ASC  rates  only 
cover  certain  facility  costs)  be  handled? 

o       How  should  certain  unique  costs,  such  as  the  cost  of  emergency 
standby  capabilities,  be  handled? 

o      Should   a    hospital's   actual    or    historic   costs   be   factored  into 
hospital  specific  payment  rates? 

it.      How  should  the  prospective  payment  methodology  be  implemented? 

o       Should  the  payment  rates  be  phased-in  over  a  period  of  years  or 
should  they  be  implemented  ail  at  once? 

o       What    hospital    reporting    and    operational    issues    need    to    be 
addressed  prior  to  implementation? 
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o       U'hat  kind  of  monitoring  mechanism  is  needed? 

5.  How  often,  and  when,  should  the  payment  rates  be  updated  once  thev 
have  been  established,  and  what  trend  factor  should  be  used  for  the 

update? 

6.  How  often,  and  when,  should  the  case  mix  weights  for  the  payment 
groups  be  rebased  to  reflect  technology  changes,  if  at  all? 

7.  How  will  the  implementation  of  prospective  payment  for  ambulatory 
surgery  impact  on  other  outpatient  services? 

S.  How  will  the  implementation  of  prospective  payment  for  ambulatory 
surgery  impact  on  quality  of  care,  including  the  medical  necessity  and 
appropriateness  of  ambulatory  surgical  procedures" 
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VL        PREVIOUS  DEVELOPMENTAL  ACTIVITIES 


A.     Overview 


OBRA  1986  appears  to  envision  the  present  PPS  for  ASCs  described  earlier 
as  a  model  for  a  prospective  payment  system  for  hospital  outpatient 
surgery.   However,  previous  developmental  activities  funded  by  HCFA  heve 
focused  on  outpatient  classification  systems,  which  include  surgical  and 
nonsurgical  services,  that  are  complementary  to  Medicare's  inpatient  PPS. 
Three  such  outpatient  classification  systems  (i.e.,  Patient  Management 
Categories  (PMCs),  AVGs  and  Emergency  Department  Groups)  are 
described  below. 

B.     Patient  Management  Categories 

During  the  late  seventies  and  early  eighties,  researchers  at  Blue  Cross  of 
Western  Pennsylvania  developed  a  method  of  measuring  the  relative  cost  of 
hospital  care  for  clinically  defined  patient  types  called  PMCs.   Although 
the  PMCs  were  originally  designed  to  classify  all  inpatients  in  general 
acute  care  hospitals,  the  PMCs  were  subsequently  refined  to  include 
ambulatory  patients. 

The  original  inpatient  PMCs  were  defined  by  physician  consultants  a  priori, 
without  examining  actual  patient  data.   More  than  100  physicians  from 
southwest  Pennsylvania  specified  the  hospital  services  required  to  manage 
effectively  a  typical  patient  in  each  of  the  categories  of  patient  types. 
For  each  patient  type,  the  physicians  stated  the  possible  reason(s)  for 
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admission,  the  services  or  components  of  care  required  tc  diagnose  thet 
patient  type,  the  specific  potential  diagnoses,  and  the  components  of  care 
generally  required  for  treatment.   Each  patient  management  strategy  or 
"path"  consists  of  diagnostic  end  treatment  services  and  expected  lengths 
of  stay  both  in  special  care  units  and  in  total. 

The  project  yielded  about  800  PMCs  and  associated  sar.ple  hospital-based 
relative  cost  weights.   The  inpatient  PMCs  were  revised  to  include 
ambulatory  care  by  integrating  both  inpatient  and  outpatient  diagnoses  and 
procedure  besed  categories.   First,  6?  PMCs  were  identified  as  being  good 
candidates  for  ambulatory  management.   Using  ambulatory  patient  data 
from  several  western  Pennsylvania  hospitals,  a  list  of  potential  ambulatory 
medical  and  surgical  procedures  wes  identified.    A  panel  of  physicians 
reviewed  the  list  to  confirm  thet  the  procedures  net  acceptable  medical 
criteria  for  ambulatory  rr.anegement.   Unlike  the  development  of  the 
inpetient  P.VCs,  however,  the  embulatory  procedures  or  services  were 
assumed  to  be  medically  necessary  for  a  given  patient  type. 

Using  the  methodology  developed  for  the  inpatient  PMCs,  cost  based 
weights  were  derived  for  each  ambulatory  petient  based  on  the  services 
rendered  in  a  single  visit.   The  cost  based  weights  for  patient  services  (e.g., 
laboratory,  radiology,  and  other  ancillary  services)  were  mapped  into  the 
revenue  center  codes  used  in  the  UB-82  forms  (HCFA-1450)  to  derive 
relative  cost  weights  for  all  ambulatory  services.  The  UB-82  is  a  standard 
data  base  designed  to  expedite  claims  processing  for  major  third  party 
payors.  The  UB-62  includes  up  to  five  1CD-9-CM  diagnosis  codes  and  up  to 
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three  1CD-S-CM  procedure  codes  for  each  patient  and  an  unlimited  number 
of  ancillary  revenue  center  charges. 

Essentially,  the  result  wes  a  fee  schedule  for  ambulatory  services,  based  on 
the  relative  costs  of  services  rather  than  the  average  charges.   Because  of 
the  clinical  basis  of  the.  P"Cs,  they  have  potential  for  a  wide  variety  of 
applications  in  areas  such  as  hospital  management,  facility  needs 
assessment,  quality  .assessment,  utilization  review,  and  hospital  payment. 
PMCs  also  could  be  used  as  the  basis  for  an  integrated  inpatient  and 
outpatient  payment  system.   However,  PMCs  may  not  be  generalizeble 
since  they  reflect  western  Pennsylvania  physician  practice  patterns,  which 
may  differ  from  practice  patterns  in  the  rest  of  the  country  (for  further 
information,  refer  to  final  report-NTIS  Accession  No.  PB  87  124244/AS). 

C.     Ambulatory  Visit  Groups 

Since  the  late  1970s,  the  Yale  University  Health  Systems  Management 
Group  has  worked  on  developing  a  system  to  classify  patient  encounters  in 
ambulatory  settings  (i.e.,  both  surgical  and  nonsurgical  services).   The  Yale 
researchers  have  developed  a  visit-based  outpatient  classification  system 
called  AVGs,  which  defines  the  health  care  product  in  multiple  ambulatory 
settings  (e.g.,  hospital  outpatient  departments,  including  primary,  tertiary 
and  surgical  services;  hospital  emergency  departments;  and  physician 
offices).   All  physician  visits  are  included  in  the  A\'G  system  with  the 
exception  of  visits  to  pathologists,  radiologists  and  anesthesiologists. 
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In  the  AVG  system,  patients  in  a  given  AVG  are  expected  to  consume,  on 
average,  similar  types  and  amounts  of  resources  per  visit.   Physician  time 
is  the  major  measure  of  resource  consumption  for  AV'Gs,  supplemented  by 
charges  as  a  measure  of  resource  consumption  for  selected  ancillary 
services.   The  primary  data  set  used  to  develop  the  AVGs  was  the  National 
Center  for  Health  Statistics'  National  Ambulatory  Medical  Care  Survey 
(which  only  included  physician  office  services,  not  hospital  outpatient 
services). 

Most  AVGs  are  formed  based  on  the  following  patient  data: 

o  1CD-9-CM  principal  diagnosis. 

o  CPT-4  procedure. 

o  Age. 

o  Sex. 

o  "New"  versus  "established"  patient  status. 

Two  other  deta  elements,  admission  to  the  hospital  following  the 
outpatient  visit  and  "supplemental  reason  for  visit,"  are  required  to  form 
certain  AVGs. 

The  AVG  classification  system  is  similar  in  many  respects  to  the  DRG 
system:   it  is  based  upon  a  decision  tree  taxonomy;  its  construction  focuses 
on  principal  diagnosis;  etc.   The  first  step  in  forming  the  AVG  groups  is 
categorizing  ICD-9-CM  diagnosis  codes  into  19  Major  Ambulatory 
Diagnostic  Categories  (MADCs).   MADCs  are  analogous  to  the  23  Major 
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Diagnostic  Categories  (MDCs)  that  are  used  in  DRGs  to  define  the 
principal  diagnosis  area.   Each  MADC  corresponds,  for  the  most  part,  to  e 
major  body  or  organ  system  such  as  the  nervous  system  or  the 
musculoskeletal  system. 

The  second  step  in  AVG  construction  is  combining  diagnoses  within  each 
MADC  thet  are  clinically  meaningful  for  ambulatory  cere  into  medical 
clusters.    An  initial  set  of  99  medical  clusters  was  identified  for  the 
19  MADCs.   These  clusters  were  further  subdivided  into  571  AVGs  based 
upon  statistical  analyses  using  the  above  noted  deta  elements  and  clinical 
review  to  ensure  that  the  groups  would  be  interpretable  by  and  acceptable 
to  physicians. 

In  the  AVG  classificetion  scheme,  all  visits  initially  are  classified  based 
upon  whether  the  mejor  reason  for  the  visit  is  related  to  an  organ  system 
(i.e.,  MADC).   If  the  visit  is  not  related  to  an  organ  system,  it  is  grouped  by 
the  type  of  visit  (i.e.,  prevention,  treatment,  administrative).   Visits,  which 
fall  into  a  MADC,  are  further  partitioned  based  upon  whether  a  patient 
received  a  significant  ambulatory  procedure  (i.e.,  diagnostic,  therapeutic 
or  surgical  procedures,  not  laboratory  procedures).   Visits  for  significant 
CPT-4  procedures  (i.e.,  procedure  AVGs)  are  further  categorized  as  to  the 
specific  type  of  procedure  provided  to  the  patient.   When  a  significant 
procedure  is  not  provided,  the  visit  is  partitioned  by  "new"  versus 
"established  patient"  to  form  medical  clusters  within  each  MADC;  these 
are  further  subdivided  into  specific  medical  AVGs. 
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Tne  AVG  system  is  besed  upon  the  assumption  thet  the  single  encounter  is 
the  basic  building  block  of  ambulatory  care.   A  visit-based  system  may  be 
preferable  for  several  reasons:  it  is  administratively  feasible,  the  date  are 
readily  available,  and  the  system  circumvents  many  of  the  problems 
encountered  by  an  episode  of  care-based  system  in  associating  patient  data 
with  multiple  diagnoses  and  multiple  providers.   However,  if  desired, 
gToups  of  AVGs  could  be  aggregated  to  form  episodes  of  care.   Given  thet 
AVGs  were  constructed  based  upon  e  physicien  office  dBte  bese,  the 
applicability  of  AVGs  to  hospital  outpatient  settings  end  Medicare 
beneficiaries,  in  pa-ticular,  needs  further  investigation. 

D.     Emergency  Department  Groups 

During  the  m:d-19B0s,  University  of  California  at  Los  Angeles  (UCLA) 
School  of  Public  Health  researchers  developed  a  case-based  patient 
classification  system  for  describing  emergency  department  visits  called 
"Emergency  Department  Groups"  (EDGs).   The  EDG  system  classifies  visits 
on  both  a  clinical  and  financiel  basis.  The  major  measures  of  resource 
consumption  are  physician  and  nonphysician  time,  and  direct  labor  (both 
physician  and  nonphysician),  ancillary,  and  supply  costs. 

During  the  development  phase  of  EDGs,  a  patient  date  base,  including 
demographic  and  clinical  variables,  as  well  as  steff  time  and  cost  data,  was 
constructed  based  upon  a  sample  of  35,000  emergency  room  cases,  20,000 
drawn  from  three  community  hospitals  in  the  Los  Angeles  area  and  15,000 
drawn  from  one  large  teaching  hospital  in  Los  Angeles  -  the  UCLA 
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Emergency  Medicine  Center.   Clinical  and  demographic  patient 
characteristics  were  obtained  from  medical  records  data.   Utilization  data 
on  physician  and  hospital  services  rendered  during  the  emergency 
department  visits  were  obtained  from  patient  bill  data.   Physician  and 
nonphysician  time  spent  in  direct  patient  activities  wes  collected  in  a  time 
and  motion  study  of  7,000  emergency  department  cases.   The  results  of  this 
time  and  motion  study  were  used  to  estimate  measures  of  patient  care 
staff  time  associated  with  emergency  department  visits  for  the  other 
28,000  cases. 

While  the  study  date  base  consisted  of  35,000  cases  as  noted  above,  only 
the  20,000  emergency  room  cases  drawn  from  the  three  Los  Angeles  area 
community  hospitals  were  used  in  forming  the  EDGs.  The  EDG 
classification  scheme  is  bcsically  a  decision  tree  taxonomy.   The  first  step 
in  forming  EDGs  was  to  partition  the  20,000  cases  into  nine  MDCs.   Next, 
the  MDCs  were  subdivided  by  the  patient's  disposition  into  three  groups:  1) 
pBtients  who  were  discharged  home;  2)  patients  who  were  transferred  to 
another  acute  care  facility;  and  3)  patients  who  were  admitted  to  the 
hospital.   Lastly,  the  three  disposition  groups  were  partitioned  through  a 
series  of  statistical  iterations  into  216  EDGs. 

EDGs  are  formed  based  upon  four  data  elements: 

o      1CD-9-CM  diagnosis. 
o       Disposition. 
o       Age. 
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o       CPT-U  "physician"  procedure. 

Principal  diagnosis  is  the  most  important  variable  used  in  defining  the 
EDGs.   Secondary  diagnosis  is  used  primarily  in  the  largest  MDC,  Trauma 
and  Poisoning,"  as  an  indicator  of  multiple  injuries.   Age  was  a  frequent!) 
used  variable  in  other  MDCs.    The  use  of  physician  procedures  as  a 
partitioning  variable  was  restricted  to  "Critical  Care  Procedures"  and 
"Laceration  Repair." 

To  test  the  face  validity  of  EDGs,  the  EDGs  were  reconstructed  using  the 
1 5,000  emergency  room  cases  from  the  one  Los  Angeles  teaching  hospital. 
The  two  sets  of  EDGs  were  then  compared.   V'hile  the  EDGs'  actual  direct 
costs  were  found  to  be  substantially  different  between  the  teaching  and 
nonteaching  settings,  the  relative  differences  between  the  groups  were 
quite  similar.   More  extensive  data  are  needed,  however,  to  validate  the 
EDGs  in  terms  of  their  broader  applicability.   In  add:tion,  the  EDGs  have 
not  been  tested  because  an  exportable  EDG  grouper  does  not  exist.   (For 
further  information,  refer  to  final  report,  NT1S  Accession  No.  PB  87 
12^236/AS). 
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VIL       CURRENT  DEVELOPMENTAL  ACTIVITIES 


A-     Overview 


Three  current  developmental  activities  that  focus  on  outpatient 
classification  systems  and  on  methodological  issues  in  developing  a  hospital 
outpatient  payment  system  currently  are  being  conducted  by  New  York 
State,  Brandeis  University  and  the  Urban  Institute,  respectively.   These 
projects  are  described  below. 

B.     New  York  Ambulatory  Care  Prospective  Payment  Project 

In  September  1984,  HCFA  funded  a  cooperative  agreement  with  the  New 
York  State  (NYS)  Department  of  Social  Services  to  develop  and  implement 
a  case  mix  adjusted  prospective  payment  system  for  ambulatory  care  for 
nonsurgical  services.    NYS  has  recently  initiated  a  developmental  activity 
for  an  ambulatory  surgical  case  mix  system  using  a  similar  methodological 
approach.   The  nonsurgical  project,  which  is  being  conducted  by  NYS 
Department  of  Health  with  the  help  of  independent  consultants,  has  three 
major  objectives: 

1.      To  develop  a  comprehensive  reliable  ambulatory  care  service 

classification  system  for  collecting,  analyzing,  and  comparing  resource 
use  and  cost  data. 
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2.  To  determine  the  significance  of  case  mix  in  an  ambulatory  care 
payment  methodology  when  services,  costs,  and  utilization  are  more 
precisely  classified. 

3.  To  design  and  implement  on  a  demonstration  basis  a  payment 
methodology  that  compensates  ambulatory  care  programs  in  a 
prospective  manner  and  thot  reflects  case  mix  differences. 

The  first  activity  in  the  project  was  to  describe  and  classify  the  case  mix 
of  petients  receiving  care  in  hospital  outpatient  clinics  and  in  community 
health  centers,  which  are  commonly  referred  to  as  freestanding  diagnostic 
and  treatment  centers  (DiTs)  in  New  York.   Included  in  the  study  were  a 
sample  of  facilities  in  two  geographic  areas,  an  upstate  area  in 
northeastern  New  York  and  the  downstate  area  of  the  Bronx.   A  patient 
visit  survey  was  created  to  obtain  data  on  the  full  array  of  the  diagnoses 
and  patient  types  seen  in  both  upstate  and  downstate  hospital  clinics  and 
D&Ts.   Through  the  survey  instrument,  date  were  collected  on  such  items 
as  facility  characteristics,  patient  social  problems,  services  provided,  and 
resources  consumed.   Over  10,000  visits  were  surveyed  in  14  hospitals  and 
19  D&Ts  resulting  in  9,400  usable  observations  for  analytic  purposes. 

Resource  weights  were  used  to  construct  the  dependent  variable  ( i.e., 
resource  consumption  per  visit)  and  a  variety  of  patient,  service,  and 
facility  characteristics  were  used  as  independent  variables  in  a  series  of 
statistical  analyses  performed  by  NYS  staff  to  develop  a  set  of  patient 
visit  groups  for  patients  with  generally  similar  attributes  in  terms  of 
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typical  treatment  protocols  and  relative  resource  use.   A  clinical  advisory 
group  of  approximately  30  ambulatory  care  practitioners  assisted  NYS 
staff  in  selecting  the  independent  variables  and  in  determining  the  clinical 
meaningfulness  of  the  groups  formed  via  the  statistical  iterations.   A 
resource  weight  for  each  visit  was  established  by  assigning  a  standardized 
value  to  all  labor  and  ancillary  service  data  elements. 

These  efforts  have  resulted  in  24  homogeneous  payment  groups  caUed 
Products  of  Ambulatory  Care  (PACs).   The  PACs  represent  24  categories 
of  petient  visits  into  which  each  patient  is  classified.   Assignment  of  a 
patient  visit  to  a  PAC  is  performed  by  a  computer  algorithm  that  classifies 
a  visit  based  upon  age,  diagnosis,  sex,  CPT-4  procedures,  clinic  type, 
provider  type,  and  drug  administration.   There  are  two  broad  types  of  PACs 
based  on  the  kinds  of  services  provided:  "diagnostic"  and  "patient 
management."   Diagnostic  PACs  represent  visits  in  which  a  diagnostic 
workup  is  performed  using  selected  key  technologies,  such  as  a  CAT  scan, 
whereas  management  PACs  are  those  for  well  care  or  follow-up  visits  in 
which  no  key  technologies  are  provided.   The  PAC  payment  methodology 
places  all  providers  in  the  demonstration  under  a  more  uniform,  completely 
prospective  methodology.   The  methodology  is  based  on  the  assignment  of 
each  clinic  visit  into  one  of  24  mutually  exclusive  PACs,  for  which  a  single 
payment  is  made  to  the  facility  based  on  two  components,  a  uniform  case- 
mix  related  price  amount  and  a  facility-specific  per  visit  cost  amount. 

The  two  part  fixed  price  has  been  established  for  each  facility  for  each  of 
the  PACs.   One  component  is  the  case  mix  related  direct  price  which  is 
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difierent  lor  each  PAC  but  does  not  change  with  facility  type  or  location. 
This  price  was  determined  from  the  project's  sample  data  set  of  clinic 
visits.   The  other  component  of  the  PAC  price  is  the  facility-specific 
average  per  visit  cost  which  is  the  same  for  each  PAC  within  a  particular 
facility  but  differs  between  facilities. 

NYS  was  awarded  Medicaid  demonstration  waivers  in  order  tc  test  the  PAC 
payment  methodology  in  two  geographic  areas  where  a  total  of  2C 
providers  are  expected  to  participate.  The  demonstration  includes  all 
covered  Medicaid  services  delivered  during  a  recipient's  outpatient  visit  to 
a  hospital  or  a  D&T  which  are  currently  included  in  the  State  Medicaid 
plan,  with  the  exception  of  mental  health  services  delivered  in  mental 
health  clinics,  alcohol  and  drug  treatment  services,  dental  services,  dialysis 
services,  ambulatory  surgery,  and  emergency  room  services.   Patients  or 
samples  referred  to  providers  for  diagnostic  testing  by  a  private,  outside 
physician  (sometimes  called  private  referrals  or  referred  ambulatory 
services)  are  not  included  in  the  demonstration. 

As  indicated  above,  Medicaid  will  be  the  first  payor  to  utilize  the  PAC 
methodology  for  actual  payments  since  the  payment  methodology  is  easily 
incorporated  into  the  existing  NYS  Medicaid  Management  and  Information 
System.  The  Medicaid  waiver  has  been  approved  and  it  is  expected  that 
the  demonstration  facilities  will  be  phased  into  the  PAC  payment 
methodology  by  January  19S8.   In  addition,  PAC  data  are  being  collected  for 
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alJ  payors,  including  Medicare.  The  Medicare  PAC  data  will  be  used  to 
estimate  what  the  PAC  case  mix  and  associated  payments  would  be  lor 
Medicare  participation  in  the  demonstration. 

NYS  also  has  received  additional  funding  to  examine  the  costs  of 
ambulatory  surgery  services  and  to  develop  a  case  mix  adjusted  ambulatory 
surgery  classification  system  and  prospective  payment  methodology  fo: 
freestandmg  and  hospital-based  settings.   The  study  has  the  following 

objectives: 

1.  To  develop  empirically  an  ambulatory  surgery  procedure  classification 
scheme,  through  which  ambulatory  surgery  procedures  can  be 
classified  according  to  resource  consumption,  into  a  manageable 
number  of  homogeneous  payment  groups. 

2.  Once  the  classification  system  has  been  developed,  the  study  will  seek 
to  develop  an  appropriate  price  for  each  patient  classification  group. 
At  present,  this  price  is  envisioned  as  an  all-inclusive  price  (i.e., 
reflecting  all  physician,  nursing,  and  other  professional  costs  and  non- 
labor  costs,  as  well  as  capital  and  overhead  costs)  with  appropriate 
adjustments  which  may  reflect  regional  variation  in  labor  costs. 

3.      To  perform  fiscal  impact  analyses  to  estimate  third  part)  liabilities 
for  ambulatory  surgery  services  under  the  prospective  system  resulting 
from  the  study  vis-a-vis  the  current  reimbursement  system  in  New 
York. 
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C.       "Development  of  a  Prospective  Payment  System  for  Hospital-Based 
Ambulatory  Surgery*'  (Brandeis  University) 

This  recently  initiated  30-inonth  cooperative  agreement,  which 
complements  the  Urban  Institute  ambulatory  surgery  study  described 
below  in  section  VII. p,  will  provide  iniormation  to  assist  HCFA  in 
designing  a  PPS  for  ambulatory  surgery.   The  project  will  compare  and 
evaluate  the  utility  of  two  existing  patient  classification  systems,  AVGs 
and  DRGs  (both  of  which  were  designed  by  Yale  University),  in 
classifying  outpatient  surgical  cases  by  resource  intensity.   This  will  be 
the  first  study  to  examine  the  effectiveness  of  AVGs  and  DRGs  in 
explaining  resource  variation  for  Medicare  cases. 

The  study  will  determine  the  two  systems'  respective  abilities  to 
explain  variation  in  resource  use  and  will  include  a  descriptive  analysis 
of  ambulatory  surgery  cases  in  the  sample  by  type  of  hospital  (e.g., 
teaching  status,  size).   In  addition,  the  study  will  recommend  a  payment 
system  for  ambulatory  surgery  based  either  on  AVGs  or  DRGs  or,  if 
neither  system  alone  is  adequate,  a  hybrid  of  the  two.   The  analysis  will 
be  limited  to  the  facility  component  related  to  surgical  cases 
performed  in  a  hospital  outpatient  setting.   The  facility  component 
associated  with  emergency  room  surgical  cases  and  the  physician 
component  will  be  excluded. 
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The  study  data  set  consists  of  HCFA's  b  percent  hospital  outpatient  bill 
skeleton  file  lor  19S5  with  some  appended  hospital-specific 
characteristics,  such  as  size,  teaching  status,  geographic  location,  and 
salaried  status  of  the  physician  staff.   These  variables  will  be  added 
through  a  file  merger  with  the  Provider  of  Services  Master  File. 

The  general  study  approach  involves  grouping  all  outpatient  surgical 
cases  in  this  data  set  into  DRGs  and  AVGs.   There  are  approximately 
2C0  AVGs  and  81  DRGs  which  can  be  categorized  as  ambulatory  surgery 
applicable  to  Medicare  patients.   The  £1  ambulatory  surgery  DRGs  will 
be  converted  from  1CD-9-CM  to  CPT-4  procedure  coding  in  order  to 
assign  these  surgical  cases  to  AVGs.7    in  addition,  the  major  measures 
of  resource  consumption  will  be  hospital  costs  and  total  covered 
charges  for  the  outpatient  surgical  cases,  and  these  will  be  used  as  the 
basis  to  develop  weights  for  the  case  mix  groups  for  the  recommended 
prospective  payment  system. 

The  analysis  of  the  bill  data  will  be  augmented  by  an  analysis  of  a 
sample  (i.e.,  10,000  to  20,000  records)  of  Medicare  and  non-Medicare 
ambulatory  surgical  cases  drawn  from  a  number  of  Boston  area 
hospitals.   This  analysis,  which  will  include  grouping  the  data  into  DRGs 
and  AVGs,  will  provide  information  on  the  range  and  cost  of  ambulatory 
surgical  procedures  for  the  non-Medicare  population,  which  is  of 
interest  since  the  under-65  population  currently  accounts  for  a  majority 
of  ambulatory  surgery. 
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The  study  wili  test  fiv;  research  hypotheses: 

o     AVGs  are  likely  to  explain  resource  use  for  ambulatory  surgery 
better  than  DRCs.   If  this  is  true,  a  PP5  for  ambulatory  surgery 
ought  to  be  based  on  an  ambulatory  classification  system  such  as 
AVGs. 

o     A  substantial:  minority  of  the  ambulatory  surger>  procedures  will  be 
grouped  into  the  two  "residual  DRGs,"  numbers  46S  and  469,  which 
are  primary  diagnosis  unrelated  to  procedure  and  primary  diagnosis 
invalid  for  admission,  respectively. 

o     Surgical  procedures  will  vary  more  widely  in  their  resource  use  on 
an  ambulator)  basis  compared  to  an  inpatient  basis.   There  may  be 
little  correlation  between  resources  used  for  inpatient  procedures 
and  those  used  on  an  ambulatory  basis  for  the  same  surgical 
procedure. 

o     Development  of  a  PPS  for  Medicare  patients'  use  of  ambulatory  care 
services,  including  surgery,  is  feasible  and  logical.   This  includes 
developing  a  practical  working  definition  of,  and  selecting  criteria 
for,  such  surgery 

o     Ambulator)  surgery  procedures  differ  greatly  between  the  Medicare 
and  non-Medicare  populations^  Including  ambulatory  surgery 
procedures  for  the  under -65  population  in  the  formation  of  AVGs 
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and  DRGs  wiU  change  not  only  the  rank  order  of  the  groups  but  also 
their  relative  weights. 

D.       "Toward  Prospective  Payment  for  Outpatient  Department  Surgical 
Services"   (Urban  Institute) 

In  mid-Dune  19S7,  the  Urban  Institute  initiated  a  2-year  project,  under  a 
cooperative  agreement  funded  by  HCFA,  to  provide  certain  basic 
utilization  and  cost  information  necessary  to  design  a  prospective 
payment  system  for  outpatient  surgical  procedures.   In  addition,  the 
stud)'  will  answer  several  of  the  key  research  questions  cited  above  in 
section  V.C,  which  are  related  to  the  development  of  an  outpatient 
surgery  prospective  payment  system,  including: 

o  V'hat  factors  are  responsible  for  variations  in  the  cost  of  performing 
surgery  in  different  facilities  and  in  different  settings,  and  which  of 
those  factors  should  be  recognized  in  a  payment  system? 

o     which  services  related  to  a  procedure  should  be  included  within  the 
prospective  payment  rate,  and  which  should  be  covered  under  a 
different  payment  system?   For  example,  should  pre-surgical  and 
follow-up  outpatient  visits  be  covered  in  the  rate,  or  should  they  be 
paid  separately? 
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o     At  what  relative  JcveJ  should  the  payment  rate  be  set,  and  what  are 
the  implications  for  facility  revenues,  pro-ram  costs,  and  patient 
access  of  setting  it  under  different  approaches  and  at  various 

levels? 

The  project  is  composed  of  five  major  tasks.   The  first  task  would 
create   a  unique  and  rich  data  base  by  merging  data  from  several 
different  sources,  primarily  four  data  sets  from  the  .V.edicare  statistical 
file  system  (i.e.,  the  5  percent  outpatient  skeleton  file,  the  new  Part  B 
Medical  Data  System  (BMAD)  beneficiary  file,  the  Medicare  Provider 
Analysis  and  Review  (MEDPAR)  file,  and  theHospitaJ  Cost  Report  and 
Information  System  (HCR1S)  file).  By  merging  these  data  sets,  a  data 
base  will  be  created  containing  information  on  facility  costs,  physician 
covered  charges,  and  Medicare  reimbursement  for  similar  surgical 
services  across  four  different  settings:   the  outpatient  hospital 
department,  the  inpatient  hospital,  the  ASC,  and  the  physician's  office. 
Other  data  sets  which  provide  information  on  facility  and  area 
characteristics  will  be  appended  to  the  above  merged  Medicare  fUes, 
including  the  American  Hospital  Association's  annual  survey,  the  Census 
Bureau's  198D  census  and  March  19S5  Current  Population  Survey  (CPS), 
and  the  AMA  physician  master  file.   These  data  will  be  important  in 
tasks  k  and  5,  the  multivariate  and  simulation  analyses  described  below. 

The  second  task  will  involve  defining  an  episode  of  care,  and  then 
creating  analysis  files  with  the  episode  of  care  as  the  unit  of 
observation.   This  task  will  involve  developing  criteria  for  establishing 
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the  parameters  of  an  episode  and  exploring  alternative  means  of 
grouping  pre-  and  post-surgical  services  by  varying:   A)  the  time 
window  surrounding  the  surgical  procedure;  B)  the  types  of  services 
which  are  included  in  the  bundle  (e.g.,  only  the  facility  component 
related  to  the  surgery;  C)  the  facility  and  physician  components  related 
to  the  surgery;  D)  either  or  both  facility  and  physician  components 
related  to  the  surgery,  plus  associated  ancillaries  and/or  visits);  and 
E)  the  delivery  settings  from  which  services  are  to  be  bundled  (e.g.,  an 
episode  which  incorporates  the  cost  of  all  related  ancillary  services 
regardless  of  where  they  were  delivered,  or  an  episode  including  only 
those  ancillary  services  delivered  in  the  same  setting  as  the  actual 
surgical  procedures).    Episodes  will  then  be  created  on  the  basis  of  this 
analysis.   This  task  will  lay  the  groundwork  for  the  development  of  a 
prospective  payment  system  which  alters  the  current  unit  of  payment. 

The  third  task  will  provide  descriptive  analyses  aimed  at  providing 
information  on  variations  in  the  costs,  covered  charges  and  Medicare 
reimbursement,  and  the  frequency  of  surgical  procedures  both  within 
the  outpatient  hospital  setting  and  across  different  settings.   In  addition 
to  providing  descriptive  data  on  surgical  episodes  as  a  whole,  both 
within  and  across  settings,  the  study  will  analyze  the  composition  of 
episodes  in  terms  of  the  breakdown  of  individual  components  (facility 
and  physician).   This  analysis  of  costs,  covered  charges  and 
reimbursement  for  episodes  of  care  across  delivery  settings  will  permit 
identification  of  any  additional  procedures,  like  the  intraocular  lens 
procedures,  which  may  be  overpriced  in  selected  delivery  settings. 
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Lastly,  this  task  will  identify  the  most  significant  (in  terms  of 
frequency  of  program  expenditures  and  percentage  of  services) 
Medicare  surgical  procedures  by  place  of  service.  This  set  of 
procedures  will  be  used  as  a  basis  for  the  multivariate  regressions, 
econometric  and  simulation  analyses  to  be  performed  in  tasks  k 
and  5. 

The  fourth  task  will  develop  multivariate  and  econometric  models  that 
explain  justifiable  differences  in  costs,  covered  charges  and  Medicare 
reimbursement  (on  a  procedure  by  procedure  basis  for  the  set  of 
surgical  procedures  identified  in  task  3)  within  hospital  outpatient 
settings,  and  between  hospitals  and  ASCs.   The  study  would  examine  the 
facility,  demographic,  and  market  characteristics  that  are  associated 
with  variations  in  costs,  covered  charges  and  Medicare  reimbursement 
for  ambulatory  surgical  care,  with  the  aim  of  separating  out  the  impact 
of  those  factors  that  HCFA  may  want  to  recognize  in  setting 
prospective  rates. 

The  final  task  would  be  the  development  of  a  simulation  model  that 
could  be  used  to  examine  the  impact  of  alternative  rate  setting 
approaches  on  facility  revenues  and  Medicare  reimbursement.  This 
simulation  model  will  be  designed  to  model  the  existing  payment  system 
(in  existence  prior  to  October  1,  19S7),  the  "blended"  hospital 
outpatient/ASC  payment  system,  and  various  alternative  payment 
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systems,  and  identify  the  types,  numbers,  and  percentages  of  hospitals 
that  would  be  "gainers"  or  "losers."  In  addition,  it  will  estimate  the 
dollar  volume  of  their  respective  gains  or  losses.  The  model  will 
provide  HCFA  with  the  capacity  to  examine  the  specific  effects  of 
various  options  and  gain  better  insight  into  the  desirability  of  particular 
methodologies. 
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VIII.     PREPARATION  FOR  THE  FINAL  REPORT  TO  CONGRESS 


The  final  report  is  due  April  1,  19S9.   HCFA  has  laid  the  foundation  for  a  PPS 
for  hospital  outpatient  surgical  services  with  the  implementation  of  various 
provisions  of  OBRA  19S6:   uniform  coding  and  reporting  of  hospital  . 
outpatient  surgical  procedures:  billing  for  only  services  provided  on  the  day 
of  surgery  on  an  individual  bill  and  phasing-in  of  the  blended  hospital/ASC 
payment  limit  system,  etc.   Through  its  research  and  demonstration 
activities,  HCFA  has  taken  necessary  steps  and  formulated  a  strategy  that 
will  ensure  that  sound  policy  recommendations  on  the  design  of  a  prospective 
payment  system  for  ambulatory  surgery  will  be  forthcoming.  This  strategy 
will  result  in  recommendations  regarding  a  hospital  outpatient  surger> 
prospective  payment  system,  including  such  key  prospective  payment  system 
features  as: 

o       Payment  unit. 

o       Payment  level. 

o       Payment  rate  adjusters. 

Based  upon  available  data,  simulations  will  be  undertaken  to  determine  the 
fiscal  impact  of  the  recommended  payment  methodology.  Equal  attention 
will  be  given  to  payment  and  implementation  issues  to  ensure  that  the  system 
is  relatively  simple  to  administer  and  that  the  quality  of  care  of  ambulatory 
surgery  services  provided  to  Medicare  beneficiaries  is  maintained. 
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FOOTNOTES 


This  percentage  is  based  on  19S5  data  and  includes  covered  charges  under  the 
revenue  center  codes  for  operating  room,  anesthesia,  recovery  room, 
medical/ surgicaJ  supplies  for  those  Medicare  outpatient  bills  showing  an  JCD- 
9-CM  surgical  procedure  code  on  the  bill.   The  actual  percentage  could  vary 
greatly  depending  upon  the  definition  of  surgery  and  the  services  included. 
Source:    Medicare  Statistical  Files,  5  Percent  Outpatient  Bill  Skeleton  File, 
HCFA,  Office  of  Research  and  Demonstrations. 

The  $5.0  billion  is  an  extrapolated  number,  which  represents  an  inflation 
factor  of  5  percent  to.  account  for  missing  bills  in  the  Dune  19S6  (6  month) 
updates. 

Source:    Medicare  Statistical  Files,  5  Percent  Outpatient  Bill  Skeleton  File, 
HCFA,  Office  of  Research  and  Demonstrations. 

This  percentage  is  based  on  19S5  data  and  includes  covered  charges  under  the 
revenue  center  codes  for  operating  room,  anesthesia,  recovery  room, 
medical/surgical  supplies  for  those  Medicare  outpatient  bills  showing  an  1CD- 
9-CM  surgical  procedure  code  on  the  bill   The  actual  percentage  could  vary 
greatly  depending  upon  the  definition  of  surgery  and  the  services  included. 
Source:    Medicare  Statistical  Files,  5  Percent  Outpatient  Bill  Skeleton  File, 
HCFA,  Office  of  Research  and  Demonstrations. 

Source:    Medicare  Statistical  Files,  5  Percent  Outpatient  Bill  Skeleton  File, 
HCFA,  Office  of  Research  ano  Demonstrations. 

Office  of  Inspector  General,  Department  of  Health  and  Human  Services, 
Medicare  Cataract  Implant  Surgery,  March  19S6,  page  11. 

Prior  to  Duly  1,  19S7,  hospitals  used  1CD-9-CM  procedure  codes  to  report 
outpatient  surgeries;  these  1CD-9-CM  procedure  codes  had  to  be  converted  to 
CPT-<»  procedure  codes  in  order  to  assign  these  outpatient  surgical  cases  to 
AVGs  for  the  Brandeis  project.   Effective  Duly  1,  19S7,  hospitals  were 
required  by  Section  930  of  OBRA  19S6  to  report  CPT-4  codes  for  outpatient 
surgery.   AVGs  and  DRGS  were  originally  created  based  upon  CPT-4  and  1CD- 
9-CM  procedure  codes,  respectively.  However,  since  software  that  uses 
CPT-<*  codes  to  construct  AVGs  and  DRGs  presently  exists,  CPT-4  procedure 
data  can  drive  either  classification  system. 
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